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H r .  C h a i r m a n ,  s i n c e  t h e  C o r n i t t e e ' s  l a s t  m e e t i n g ,  o n e  the i j e  

u n c i l  t h i s  p a s t  week had been t h e  s t r e n g t h e n i n g  o f  t h e  d o l l a r ,  which 

has  moved h i g h e r  a g a i n s t  a l l  c u r r e n c i e s ,  up t o  l e v e l s  no t  g e n e r a l l y  s e e n  

s i n c e  1916 .  

The n e t  i n c r e a s e s  d u r i n g  t h e  f i r s t  f i v e  v e e k s  o f  t h e  s ix -week  

p e r i o d  had b e e n ,  a g a i n s t  t h e  German mark, and c u r r e n c i e s  :hat  s o v e  v i t h  

i t ,  more t h a n  2-1/2 p e r c e n t ;  a g a i n s t  :he y e n ,  n e a r l y  1 p e r c e n t ;  a g a i n s t  

t h e  pound s t e r l i n g ,  n e a r l y  5 p e r c e n t ;  and a g a i n s t  :he C a n a e i a n  d o l l a r ,  

more chan 2 p e r c e n t .  

T h e  d o l l a r ' s  c o n t i n u i n g  s t r e n g t h  d u r i n g  t h a t  p e r i o d  as a c t r i b u t e d  

t o  a b r o a d  r a n g e  o f  economic and p o l i t i c a l  i n f l u e n c e s .  L e t  me c o r , e n t  on 

e h r e e  f a c t o r s :  

F i r s t ,  i n t e r e s t  r a t e s .  k-nile some E u r o p e a n s  t e n $  t o  e x z g g e r a t e  

. .
g r o s s l y  t h e  i n p o r t a n c e  o f  t h i s  f a c : o r , . c o n t ; n u i n g  h i g h  U . S .  i n : e r e s t  r a t e s  

a r e  c e r t a i n l y  o n e  e l e m e n t  of  t h e  p i c t u r e .  T n e r e  seems  l i t t l e  d o u b t  i n  c h e  

e x c h a n g e  r s a r k e t s  t h a t  U.S. r a t e s  w i l l  r ema in  f a i r l y  h i g h  f o r  a w h i l e ,  based  

on r e a s o n i n g  you a r e  f a m i l i a r  v i t h - - t h e  F e d ' s  commitment t o  restrictive 

p o l i c y ,  t h e  f i s c a l  e f f e c t s  o f  t h e  t a x  c u t  and h i g h e r  d e f e n s e  s p e n d i n g ,  t h e  

h e a v y  s c h e d u l e  o f  U . S .  T r e a s u r y  b o r r o w i n g .  T n e r e  i s  a l s o  an e x p e c t a t i o n  

t h a :  i f  U . S .  i n : e r e s c  r a t e s  d o  d e c l i n e  somewhat t h e  E u r o p e a n s  m i g h t  be  q u i c k  

t o  f o l l o w ,  and t h u s  :lie d o l l a r  n i g h t  n o t  be  z e a k e n e d  much t h e r e b y .  
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S e c o n d ,  b a l a n c e  o f  paymen t s .  A l though  c u r r e n t  a c c o u n t  s u r p l u s  of  

t h e  U n i t e d  S t a t e s ,  c o n c r a s t e d  w i t h  d e f i c i t s  i n  c o n t i n e n t a l  Europe  t h r o u g h  

t h e  f i r s t  q u a r t e r ,  u n d e r p i n n e d  t h e  d o l l a r ' s  a p p r e c i a t i o n  e a r l i e r ,  c u r r e n t  

accoun t  c o n s i d e r a t i o n s  d o  n o t  a p p e a r  t o  be  a m a j o r  f a c t o r  i m  t h e  e x c h a n g e  

n a r k e t  a t  p r e s e n t  and  p r o b a b l y  o f  much l e s s  i m p o r t a n c e  t h a n  c a p i t a l  f l o w s .  

T h i r d ,  p o l i t i c a l  and s e c u r i t y  f a c t o r s .  T h e s e  may b e  zmong t h e  

i iost  i m p o r t a n t  f a c t o r s  o f  a l l - - a t  l e a s t  t h e y  a r e  i n c r e a s i n g l y  c i t e d  i n  t h e  

n a r k e t .  We h e a r  f r e q u e n t  comments a b o u t  what  is d e s c r i b e d  a s  t h e  marke t  

c o n t r a s t  b e t w e e n  & h e  U n i t e d  S t a t e s ,  which i s  showing  s t r o n g  l e a d e r s h i p  and 

e f f e c t i v e  g o v e r n m e n t ,  and  i s  a c t i n g  t o  improve i t s  economy and s t r e n g t h e n  

i t s  d e f e n s e s ,  and E u r o p e ,  h e r e  t h e r e  a r e  s i g n s  of  wha t  is s e e n  a s  d r i f t ,  

d i v i s i v e n e s s ,  and i n  some c a s e s  n e u t r a l i s m .  O f  c o u r s e  some c e n t r a l  banks 

and o t h e r s  may b e  t a l k i n g  t h i s  way s i m p l y  t o  p u t  p r e s s u r e  o n  t h e i r  own 

governmen t .  But  i t  d o e s  l o o k  as though  t h e  i n c e n t i v e s  f o r  p o l i t i c a l  f l o w s  

of c a p i t a l  a r e  i n  o n e  d i r e c t i o n ,  w i t h  r i o t s  i n  t h e  U . K . ,  c o n c e r n  o v e r  

H i t t e r r a n d ' s  p rog ram i n  F r a n c e ,  and e v e n t s  in P o l a n d  a c o n s t a n t  r e m i n d e r  t h a t  

Germany i s  p o t e n t i a l l y  a f r o n t i e r  s t a t e .  Even t h e  U.S. d e c i s i o n  on the  

n e u t r o n  bomb was v i d e l y  c i t e d  a s  h a v i n g  a s t r e n g t h e n i n g  e f f e c t  on t h e  d o l l a r .  
. 

A g a i n s t  t h i s  background  t h e r e  have  b e e n  p e r i o d s  o f  s u b s t a n t i a l  

i n t e r v e n t i o n  by o t h e r  c e n t r a l  b a n k s ,  and m a r k e t s  somet imes  c h a r a c t e r i z e d  by a 

c o n s i d e r a b l e  amount of  c h o p p i n e s s  and u n c e r t a i n t y .  T h r e e  s i t u a t i o n s  a r e  v o r t h  

nen t  i o n :  

F i r s t ,  t h e  German move f o r  c o n c e r t e d  i n t e r v e n t i o n .  On A u g u s t  4 t h e  

jundesbanic m o b i l i z e d  t h e  EXS n e n b e r s ,  p l u s  S w i t z e r l a n d ,  i n  a c o n c e r t e d  e f f o r t  t o  



d e a l  w i t h  a s h a r p  r i s e  c h a t  d a y  i n  t h e  doliaK-DH r a c e ,  f r o m  b e l o w  2 . 5 2  t o  

2 . 5 L ,  and  a m a r k e t  v h i c h  t h e y  r e g a r d e d  a s  v e r y  u n s e t t l e d  and  d a n g e r o u s .  

The p a r : i c i p a n t s ,  p l u s  J a p a n ,  s p e n t  j u s t  u n d e r  a n d  t h g  r d t e  

s c o p p e d  r i s i n g  and  i n  s u b s e q u e n c  d a y s  d e c l i n e d  sornevhac. Tne B u n d e s b z n k  

l e s c r i b e d  i t  as a Z a j o r  s u c c e s s  b u t  t h e  o t h e r  E u r o p e a n s  d i d n ' t  s a y  much.  

S e c b n d ,  :he C a n a d i a n s  h a v e  seen  t h e i r  c u r r e n c y  come u n d e r  h e a v y  

T r e s s u r e ,  no: o n l y  b e c a u s e  of t h e  g e n e r a l  s t r e n g t h  of t h e  U.S.  d o l l a r ,  b u t  

z l s o  i n  r e s p o n s e  t o  l o c a l  c o n s i d e r a t i o n s ,  i n c l u d i n g  c a p i t a l  o u c f l o v s  resulting 

from t a k e o v e r s ,  c o n c e r n  o v e r  e n e r g y - p o l i c y ,  and e v i d e n c e  o f  a , c c e l e r a t i a g  

. _I n r l a t i o n .  T n e  Ca? .ad ian  authorities a l l o v e d  some or' t h e  p r e s p u r e  t o  b e  

r e f l e c t e d  i n  the e x c h a n g e  r a t e .  3 u t  t h e  c e n t r a l  b a n k  a l s o  s o l d  m o r e  :hzn 

io s c e a d y  t h e  n a r k e t .  I n  a d d i c o n ,  t h e  a u t h o r i t i e s  ac:ed io sush 

cp s h o r : - t e m  i n t e r e s t  r a t e s  a n d  u n d e r t o o k  t o  c u r b  C a n a d i a n  b z n k  l e n d i n g  t o  

- .r i > a n c e  t a k e o v e r  b i d s .  

. , 

T h i r d ,  :he F r e n c h  h a v e  t h r o u g h o u t  A u g u s t  f a c e d  c o n s c d e r a b l e  s ? e c u l z : i v e  

7 r e s s c r e s .  F o r  some c i z e  : h e r e  has b e e n  a vie..? t h a t  t h e r e  m u i t  a t  s o x e  j o i n t  

i e  a r e s 2 c : i n g  o f  t h e  5XS c u r r e n c i e s ,  p a r t i c u l a r l y  t h e  F r e n c h  a n d  S e l g i a n  

f r z n c s ,  and w i t h  H i c : e r r a n d ' s  e c o n o m i c  p r o g r a m  t h e  v i e v  h a s  i t i c r e a s i n g l y  j e e n  

:hat : he -chano ,e  i n  :he F r e n c h  f r a n c  wou-ld h a v e  t o  be s u b s t a n t i a l .  Herjories go 

j a c k  io 1969  :hen :he f r a n c  V ~ Sa l s o  o v e r v a l u e d ,  and  S u r i n g  t h e  Xugcst  v2cztion 

. .
?erioC a d z v a l u a t i o n  c a u s h c  a l m o s t  e v e r y o n e  b y  s u r p r i s e .  Also ,  i t  1 s  h 0 . m  :ha: 

022 o f  :>.e aain e x c h a n g e  con:ro;s  c h a n g e s  imposed b y  F r a n c e  i n  Kay m o v e d  r e c 2 i p t s  

ah226  ::on t h e  f a l l  t o  c h e  su=,er and c h i s  f a v o r a b l e  i n p a c t  w i l l  s o o n  d i s a ? ? e a r  

13 I i ~ h co f  : h e s e  u n c e r c a i n t i e s ,  s p e c u 1 a : i o n  a g a i n s :  t h e  f r a n c  h a s  b e e n  h e a v y ,  

~ 0 5 : s  0 5  : ove r i - , o  shor :  ? o s i t i o n s  h a v e  on o c c ~ s i o nb z e n  v e r y  hi:h> z n d  3~2:; O f  

-:ranee d o l l a r  i n t e r v e n t i o n  a t  t i a e s  q u i t e  l a r g e .  
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The U.S. d i d  n o t  i n t e r v e n e  d u r l n g  t h e  s ix-week p e r i o d .  O t h e r  

c e n t r a l  banks  i n t e r v e n e d  i n  d o l l a r s  i n  s u b s t a n t i a l  a m o u n t s - - s e l l i n g  

$6-112 b i l l i o n  n e t .  

On Augus t  13, F r e n c h  F i n a n c e  Minis ter  D e l o r s  i n  a s t a t e m e n t  o v e r  

F r e n c h  r a d i o ,  s a i d  t h a t  t h e  U n i t e d  S t a t e s  s h o u l d  i n t e r v e n e  i n  t h e  exchange  

m a r k e t s  " i n  o r d e r  t o  c h e c k  s p e c u l a t i v e  movements i n  f a v o r  o f  t h e  d o l l a r . "  

He r e f e r r e d  t o  E u r o p e a n  a c t i o n  i n  i n t e r v e n i n g  i n  November 1978, when t h e  

d o l l a r  was a t  i t s  low l e v e l ,  t o  c h e c k  s p e c u l a t i o n  i n  f a v o t  o f  t h e  d o l l a r .  

We h a v e  n o t  b e e n  e x p l i c i t l y  a s k e d  t o  i n t e r v e n e  by t h e  F r e n c h ,  t h e  Germans, 

o r  any o t h e r  c e n t r a l  bank .  

P a r t i c u l a r l y  toward  t h e  end o f  t h e  p e r i o d ,  t r a d i n g  c o n d i t i o n s  i n  

t h e  e x c h a n g e s  d e t e r i o r a t e d .  By August  t h e  m a r k e t s  were t h i n  and had  l o s t  

c o n s i d e r a b l e  r e s i l i e n c y .  With the e x c h a n g e  r a t e  v o l a t i l i t y  t h e y ' v e  e x p e r i e n c e d ,  

t r a d e r s  seem more a p t  t o  w i t h d r a w  even  i n  t h e  f a c e  o f  r e l a t i v e l y  u n i m p o r t a n t  

d e v e l o p m e n t s .  We h a v e  e x p e r i e n c e i i  a n  i n c r e a s i n g  f r e q u e n c y , o f  a i r p o c k e t s  i n  

v a r i o u s  c u r r e n c i e s .  The d o l l a r ,  which had  b e e n  s t r o n g  e a r l i e r ,  h i t  s e v e r a l  

of  t h e s e  d o w r - s l i d e s  i n  t h e  p a s t  week and  h a s  f a l l e n  from 2 . 5 7  DM t o  abou t  2 . 4 7  

DM,a f a l l  o f  4 2 .  

One o f  t h e s e  a i r p o c k e t s  t o o k  p l a c e  on Augus t  1 2 ,  when i n  terms of DM, 

t h e  d o l l a r  r a t e  f e l l  d u r i n g  a h a l f - h o u r  p e r i o d  f rom 2 . 5 2  t o  n e a r l y  2 . 4 1 ,  a 

d e c l i n e  of 2 p e r c e n t .  The inove c o i n c i d e d  w i t h  e f f o r t s  t o  c o v e r  F r e n c h  f r a n c  

p o s i : i o n s ,  b u t  t h e r e ' w a s  no c l e a r  e x p l a n a t i o n  as  t o  v h a t  i n i t i a t e d  t h e  s l i d e .  

N e v e r i h e l e s s ,  o n c e  unde rway ,  i t  seemed t o  s n o w b a l l  a s  d e a l e r s  in t h e  i n t e r b a n k  

m r k e t  j o i n e d  i n  i o  u n l o a d  l o n g  d o l l a r  p o s i t i o n s  c r e a t e d  by t h e  s u b s t a n t i a l  

E u r o p e z n  i n t e r v e n t i o n  o f  p r e v i o u s  d a y s .  A n o t h e r  s u c h  e v e n t  t o o k  p l a c e  y e s t e r d a y .  
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Once a g a i n  r a t e s  f e l l  a b o u t  2 % .  And t h i s  h a s  c o n t i n u e d  t o d a y .  S i n c e  t h e s e  

e p i s o d e s  d o  n o t  a p p e a r  t o  b e  c l e a r l y  r e l a t e d  t o  d e v e l o p m e n t s  i n  o t h e r  m a r k e t s ,  

t h e s e  e x p e r i e n c e s  h a v e  had a n  u n s e t t l i n g  e f f e c t .  D e a l e r s  ware l e f t  w i t h  a 

view t h a t  t h e y ' a r e  o p e r a t i n g  i n  a m a r k e t  t h a t  c a n  b e  f r a g i l e ,  d i s o r d e r l y ,  and 

jumpy, and  l i t t l e  c a n  b e  t a k e n  f o r  g r a n t e d .  

In t h i s  e n v i r o n m e n t ,  exchange  m a r k e t s  may h a v e  a r o c k y  r o a d  a h e a d ,  and 

i t  i s  wor th  t h i n k i n g  a b o u t  t h e  c o m p e t i t i v e  p o s i t i o n  o f  t h e  d o l l a r ,  p a r t i c u l a r l y  

v i s - a - v i s  t h e  mark. A t  t o d a y ' s  exchange r a t e s ,  mos t  would f o r e c a s t  a v e r y  l a r g e  

c u r r e n t  a c c o u n t  d e f i c i t  f o r  t h e  U . S .  n e x t  y e a r ,  and improvement i n  Germany. 

Tnis h a s  n o t  b e e n  r e f l e c t e d  i n  t h e  marke t  p e r h a p s  b e c a u s e  t h e  c o s t  o f  f i n a n c i n g  

a s h o r t  d o l l a r  f i o s i t i o n  i s  h i g h .  There is s t i l l  a f a v o r a b l e  a t t i t u d e  toward t h e  

d o l l a r ,  p a r t l y  b e c a u s e  o f  a n  i n p r o v e d  i n f l a t i o n  o u t l o o k ,  p a r t l y  b e c a u s e  c a p i t a l  

i n f l o w s  a r e  e x p e c t e d  t o  c o n t i n u e  s t r o n g .  The m a r k e t  is u n s u r e  w h e t h e r  a peak 

f o r  t h e  d o l l a r  h a s  b e e n  r e a c h e d ,  b u t  i f  a c o n v i n c i n g  t u r n  is s i g h t e d ,  t h e  d o l l a r  

c o u l d  e x p e r i e n c e  a s u b s t a n t i a l  f r e e  f a l l .  



nr . Chairman:  

A t  i t s  March m e e t i n g  t h e  Committee r e v i e w e d  i t s  i n f o r m a l  

u n d e r s t a n d i n g  c o n c e r n i n g  t h e  amount o f  b a l a n c e s  h e l d  i n  f o r e i g n  c u r r e n c i e s  

and r e a f f i r m e d  t h a t  no more t h a n  $2 ,750  m i l l i o n  would b e  h e l d  i n  Gem.an 

marks.  As o f  Augus t  1 4 ,  t h e  Sys t em had mark b a l a n c e s  ( v a l r l e d  a t  c o s t )  

of $2,710 m i l l i o n ,  j u s t  $40 m i l l i o n  s h o r t  o f  t h e  a u t h o r i z e d  amount .  We 

h a v e  n o t  added  marks t o  b a l a n c e s  t h r o u g h  marke t  o p e r a t i o n s ,  as you know. 

B u t  o u t  b a l a n c e s  i n c r e a s e  a s  w e  r e c e i v e  i n t e r e s t  on mark h o l d i n g s .  Looking 

a h e a d ,  we e x p e c t  t o  r e c e i v e  a n o t h e r ,  s i z a b l e  amount o f  i n t e r e s t  a r o u n d  

end-August ,  when f u n d s  t h a t  t h e  System warehoused f o r  t h e  T r e a s u r y  a r e  

d i s i n v e s t e d  t o  p e r m i t  t h e  T r e a s u r y  t o  pay o f f  t h e  f i r s t  of i t s  m a t u r i n g  

DX-denominated "Carter bonds ." To p r o v i d e  leeway f o r  t h i s  i n t e r e s t  r e c e i p t  

a s  w e l l  a s  s u b s e q u e n t  i n t e r e s t  e a r n i n g s ,  I recommend t h a t  t h e  amount o f  

b a l a n c e s  t o  be h e l d  i n  a l l  c u r r e n c i e s  b e  r a i s e d  f rom $4-1 /4  b i l l i o n  t o  $4-1/2 

b i l l i o n  i n  o r d e r  t o  accommodate an i n c r e a s e  i n  t h e  amount t o  b e  h e l d  i n  German 

marks from $ 2 - 3 / 4  b i l l i o n  t o  $ 3  b i l l i o n .  Assuming no change  i n  t h e  expec:ed 

t i m i n g  o f  i n t e r e s t  r e c e i p t  and  no change  i n  t h e  l e v e l  o f  s h o r t - t e r m  G e m a n  

i n t e r e s t  r a t e s ,  t h i s  i n c r e a s e  would be  s u f f i c i e n t  t o  p r o v i d e  f o r  i n t e r e s t  

e a r n i n g s  o v e r  t h e  n e x t  s i x  months o r  so.  -



P UI'L I " l o c ' l . l l Y ~  
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Report ing on open market ope ra t ions ,  M r .  S t e r n l i g h t  

made t h e  fo l lowing  s ta tement:  

For  a s h o r t  time a f t e r  t h e  Ju ly  7 meetincg, it looked 

as though bo th  narrow and broad money aggrega tes  were running 

ahead of t h e  Committee's d e s i r e d  pa th ,  thus  tending t o  produce 

a l e v e l  of d i scoun t  window borrowing above t h e  $1 ,500  mi l l ion  

l e v e l  used i n  c o n s t r u c t i n g  t h e  nonborrrowed reserve path.  By 

the la t te r  par t  o f  Ju ly ,  growth i n  t h e  aggrega tes  weakened, 

producing a J u l y  expansion i n  M-1B cons iderably  below pa th  and 

i n  M-2 j u s t  s l i g h t l y  below path.  As t h i s  unfolded, t h e  implied 

leve l  o f  borrowing receded from somewhat above $1,500 mi l l i on  

to somewhat below. A f r e s h  su rge  i n  t h e  aggrega tes  appeared 

i n  e a r l y  August b u t  given lagged reserve accounting, it has had 

on ly  l i m i t e d  impact on reserve demands and borrowings up through 

t h e  c u r r e n t  week. 

While t h e  l e v e l  o f  borrowing impl ied  by achievement of 

t h e  nonborrowed reserve pa th  moved i n  a f a i r l y  narrow range over  

t h e  period--from about $1,650 m i l l i o n  t o  $1,350 m i l l i o n ,  and most 

r e c e n t l y  abou t  $1,400 m i l l i o n ,  actual  borrowing levels  covered 

a broader  span,  wi th  weekly averages ranging  froin nea r ly  

$2 b i l l i o n  t o  about  $1.1 b i l l i o n .  The h i g h e r  borrowing leve ls  

were i n  t h e  e a r l i e r  p a r t  of t h e  i n t e r v a l ,  broadly c o n s i s t e n t  wi th  

the h i g h e r  a n t i c i p a t e d  l e v e l s  a t  t h a t  t i m e ,  b u t  t h e r e  was a good 

d e a l  o f  s h o r t - t e r m  v a r i a b i l i t y  i n  borrowing--in f a c t ,  s u f f i c i e n t  

on one occasion t o  c a l l  f o r  adjustment  t o  t h e  reServe pa ths  i n  

o r d e r  t o  a v o i d  imposing v a r i a t i o n s  i n  r e se rve  p re s su re  i n c o n s i s t e n t  

w i t h  un fo ld ing  informat ion  on monetary aggregates .  
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Corresponding roughly wi th  t h e  d e c l i n e  i n  reserve 

pressure  ove r  t h e  per iod ,  t h e  Federa l  funds rate came down 

over  t h e  p e r i o d ,  b u t  on ly  r a t h e r  grudgingly--from t h e  19-20% 

a r e a  i n  e a r l y  J u l y  t o  around 18  1 /4  i n  t h e  f i r s t  two weeks o f  

August. So f a r  t h i s  week, funds averaged about  1 7  3/4 ,  b u t  

t h e  r a t e  pushed back above 18% yes te rday .  The s tubborness  of 

t h e  funds rate was a disappointment  t o  many market  p a r t i c i p a n t s  

who hoped t o  see t h e  moderation of t h e  aggrega te$  followed by 

more v i s ib l e  evidence of s l a c k e n i n g  reserve pressures. No 

s i n g l e  f a c t o r  seems to  e x p l a i n  t h e  r e l a t i v e l y  hi$h funds rate, 

b u t  a t  va r ious  times i n  t h e  period one may c i te  $s reasons  

some evidence  of r e luc t ance  t o  borrow, f a i r l y  h i g h  demands f o r  

excess  reserves , s i z a b l e  d e a l e r  f i n a n c i n g  needs,  and churning 

and u n c e r t a i n t y  a s s o c i a t e d  w i t h  corporate takeovqr  ac t iv i t i e s .  

Also, through much o f  t h e  period, a n o t h e r  f a c t o r ~ m a yhave been 

the  $ 2  b i l l i o n  of Iran-related funds lodged a t  t h e  Fed, r equ i r ing  

cont inuing  Desk e f f o r t s  t o  o f f s e t  t h e i r  reserve impact. 

I n  t h e  f i r s t  3-week subper iod ,  ending JuFy 2 5 ,  to ta l  

r e se rves  t u r n e d  o u t  about $80 m i l l i o n  above p a t h ,  mainly r e f l e c t i n g  

high excess  r e s e r v e s ,  wh i l e  nonborrowed reserves were about 

$85 mi l l ion  below t h e i r  pa th .  I n  t h e  second 3-week subperiod,  

it appears  t h a t  t o t a l  reserves may average about  $160 m i l l i o n  

below t h e i r  p a t h  while  nonborrowed reserves shoukd come close t o  

path.  S t a r t i n g  t h i s  week, w e  are coun t ing  as nopborrowed reserves 

t h e  extended c r e d i t  borrowing f r o m  t h e  Fed by t h r i f t s .  I t ' s  

expected to  be j u s t  $ 4 5  m i l l i o n t h i s  week b u t  could grow substan

t i a l l y .  
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The System made s i z a b l e  n e t  o u t r i g h t  purchases  of 

securities during t h e  i n t e r m e e t i n g  p e r i o d  to  counter t h e  e f f e c t  

of market f a c t o r s  absorb ing  reserves and provide  f o r  reserve 

growth i n  l i n e  wi th  pa th  objectives. The System bought over 

$ 3  b i l l i o n  of b i l l s ,  i n c l u d i n g  n e a r l y  $1.4 b i l l i o n  i n  t h e  market 

and t h e  rest from f o r e i g n  accounts ;  a l s o ,  n e a r l y  $1 b i l l i o n  of 

Treasury coupon issues w a s  bought i n  t h e  market. There w a s  a 

p a r t i a l  o f f s e t  i n  t h a t  $100 m i l l i o n  of b i l l s  were redeemed when 

it looked l i k e  t h e  I ran ian  funds would soon be moved out.  The 

n e t  rise of n e a r l y  $4 b i l l i o n  i n  o u t r i g h t  ho ld ings  r e q u i r e d  an 

i nc rease  i n  t h e  leeway fo r  change i n  t h e  System Account, which 

t h e  Committee approved i n  e a r l y  August. There w a s  a l s o  sub

s t a n t i a l  use of repurchase  agreements t o  i n j e c t  funds day-to

day--more a c t i v e l y  than  i n  o t h e r  recent pe r iods  l a r g e l y  due t o  

the  I r a n - r e l a t e d  funds,  about which t h e r e  was much unce r t a in ty  

a s  t o  when they  would flow out .  My latest  informat ion  i s  t h a t  

these funds are f i n a l l y  moving ou t  today--with no r e g r e t s  from 

t h e  s t andpo in t  o f  o u r  domestic t r a d i n g  desk. 

Despite t h e  somewhat lower funds  rate, most market 

i n t e r e s t  rates worked h i g h e r  du r ing  t h e  pe r iod ,  s e t t i n g  new 

records i n  t h e  i n t e r m e d i a t e  and l o n g e r  areas. The weight  of 

Treasury f inanc ing ,  c u r r e n t  and prospective, was a pers is tent  

adverse f a c t o r .  The market k e p t  l ook ing  f o r  some weakening 

i n  short- term rates i n  t h e  wake o f  s o f t  money numbers  bu t ,  as 

mentioned e a r l i e r ,  the funds rate gave ground on ly  grudgingly 

and t h i s  was a d isappoin tment .  The s t r e n g t h  of System i n t e n t i o n s  

t o  s t a y  t h e  cour se  i n  winding down money growth was underscored 
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by r e l e a s e  of t h e  May po l i cy  r e c o r d  i n  e a r l y  J u t y ,  and by 

Chairman Volcker's Congressional  tes t imony later i n  t h e  month. 

I n  t h i s  s e t t i n g ,  investors were c o n t e n t  t o  hold  back t h e i r  
I 

buying, shrugging  o f f  some i n d i c a t o r s  of bus ine$s  weakness 

and moderating i n f l a t i o n .  Sent iment  reached  a Q a r t i c u l a r l y  

low ebb w i t h  t h e  approach of t h e  T r e a s u r y ' s  Augiest f inancing,  

announced J u l y  29 .  The s i z e  of the coupon package was t o  the  

h igh  s i d e  of t h e  expected range, w h i l e  t h e  Trea iu ry ' s  a n t i c i p a t e d  
I 

f o u r t h  q u a r t e r  needs of $30 - $33 b i l l i o n  gene rq l ly  exceeded 

e x p e c t a t i o n s .  Good bidding developed a t  t h e  reqord h igh  market 

y i e l d s  t h a t  emerged, however. Fo r  a w h i l e  a f t e u  t h e  auc t ions  

t h e  new i s s h e s  developed f a i r l y  good-sized premiums, although 

t h e s e  have f aded  back i n  t h e  f i n a l  days of t h e  period. N e t  
l 

over t h e  i n t e r v a l ,  y i e l d s  on intermediate-term doupon i s sues  

rose about  1/2 t o  1 1/2 percentage  points ,  wh i l e  long-term y i e l d s  
I 

were up abou t  1/2 percentage p o i n t .  Fo r  t h e  perliod, the Treasury 

raised over $ 5  b i l l i o n  i n  coupon i s sues .  Anothgr $1.6 b i l l i o n  

w i l l  be r a i s e d  through a 2-year n o t e  sale t h i s  Thursday, which 

cou ld  set another r eco rd  f o r  T r e a s u r y  coupon y ie ' lds  based  on 
I 

-
c u r r e n t  p r i c e s .  

F e d e r a l  agenc ie s  have a lso h a d  t o  pay reFord rates, and 

t h e i r  y i e l d  s p r e a d s  a g a i n s t  T reasu ry  i s s u e s  havie cont inued t o  

widen, e s p e c i a l l y  for FNMA and Home Loan i s s u e s ,  as i n v e s t o r s  

have had some qualms about credi t  q u a l i t y  and volume of issuance. 
I 

Yields  on corporate and tax-exempt i s s u e s  also ppshed t o  new highs,  

a l though volume o f  new i s s u e s  tapered off  because o f  t h e  high 
I 

costs t o  borrowers.  Some of t h e  p r i c e  e r o s i o n  for tax exempts 
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can be t r a c e d  t o  t h e  new t a x  l e g i s l a t i o n  which lowers Federal  

t a x  rates and i n t r o d u c e s  t h e  new a l l - save r  tax-exempt c e r t i f i c a t e .  

I n  t h e  shor t - te rm area, b i l l  r a t e s  rose about 1 to 

1 1/2 percentage  p o i n t s  on key i s s u e s ,  though remaining below 

reco rd  l e v e l s .  Yesterday, 3- and 6-month b i l l s  were auc t ioned  

a t  about  15.70 and 15.64 percent, r e spec t ive ly ,  compared with 

14.40 and 14.05 percent on J u l y  6 .  F o r t h e  6-month issue, 

y e s t e r d a y ' s  r a t e  was n e a r  record. The Treasury has  also r a i s e d  

new cash i n  t h e  b i l l  area, about  $3.6 b i l l i o n  over  t h e  per iod.  

A noteworthy development i n  t h e  Government securities 

market d u r i n g  t h e  p e r i o d  w a s  t h e  announcement t h a t  S a l o m n  

Bro the r s ,  l o n g  a l e a d i n g  d e a l e r ,  would be acqui red  by Phibro,  

a major i n t e r n a t i o n a l  commodities t r a d i n g  firm. The news, which 

came o u t  i n  t h e  mids t  of t h e  Treasury refunding, d i s tu rbed  t h e  

marke t  a t  f irst ,  as t h e r e  were fears t h a t  Salomon might have 

i n c u r r e d  big losses and might p u l l  back from i ts  major market 

role. The f i r m  has  denied  t h e  r e p o r t s  of losses and s t a t e d  i ts  

i n t e n t i o n  to  remain an  active market par t ic ipant - -as  indeed they 

demonstrated du r ing  t h e  re funding .  



J b s e p h  S .  Z e i s e l  
A p g u s t  18, 1981 

FOMC BOARD BRIEFING 

T h e  e c o n o m y  a p p e a r s  t o  h a v e  b e e n  m o v i n g  s t d e w a y s  o v e r  t h e  
I 

p a s t  f e w  m o n t h s ,  m a i n t a i n i n g  a p r e c a r i o u s  b a l a n c e  i n  t h e  f a c e  o f  

i n t e n s e  p r e s s u r e  on t h e  m o r e  c r e d i t - s e n s i t i v e  s e c t o k s .  T h e  t w o  p e r -
I 

c e n t  d e c l i n e  i n  r e a l  GNP i n  t h e  s e c o n d - q u a r t e r  r e f l b c t e d  e r o s  on  o f  
i 

a w i d e  r a n g e  o f  a c t i v i t i e s ,  b u t  m o s t  f u n d a m e n t a l l y  o f  h o u s i n g  a n d  

a u t o  s a l e s .  T h e  o u t l o o k  f o r  t h e s e  s e c t o r s  r e m a i n s  b l e a k ,  b u t  t h e r e  
i 

h a s  b e e n  n o  e v i d e n c e  o f  a c u m u l a t i v e  d e c l i n e  i n  a g g k e g a t e  a c t  v i t y ,  

a n d  on b a l a n c e ,  w e  a r e  f o r e c a s t i n g  v i r t u a l l y  n o  c h a b g e  i n  r e a l  GNP 

i n  t h e  c u r r e n t  q u a r t e r .  We a n t i c i p a t e  t h a t ,  c o n s i s ~ t e n tw i t h  e x i s t i n g  

m o n e t a r y  p o l i c y  c o n s t r a i n t s - - t i g h t e n e d  s o m e w h a t  a t  ' t h e  l a s t  FOMC 

~

m e e t i n g - - t h e  e c o n o m y  w i l l  c o n t i n u e  t o  g r o w  a t  a s l u i g g i s h  p a c e  o v e r  
!

t h e  p r o j e c t i o n  p e r i o d .  Of c o u r s e .  t h i s  o u t l o o k  i s  ' n o t  i n c o n s i s t e n t  

w i t h  t h e  o c c u r r e n c e  o f  o n e  O K  m o r e  n e g a t i v e  q u a r t e t ' s  o v e r  t h e  n e x t  

y e a r .  

T a k e n  a t  f a c e  v a l u e ,  t h e  r e c e n t  b e h a v i o r  o f  e m p l o y m e n t  d o e s  

n o t  s u g g e s t  a n y  s u b s t a n t i a l  w e a k e n i n g o f  a c t i v i t y  i n  t h e  n e a r  

t e r m .  I n d e e d ,  t h e  l a b o r  m a r k e t  s h o w e d  s u r p r i s i n g  s t r e n g t h  i n  J u l y .  

A f t e r  s e v e r a l  m o n t h s  o f  v e r y  s l o w  g r o w t h ,  e m p l o y m e n t  i n  n o n f a r m  

e s t a b l i s h m e n t s  r o s e  b y  3 8 5 , 0 0 O - - t h e  l a r g e s t  o n e - m o n t h  g a i n  i n  t h e  

p a s t  y e a r .  I n c r e a s e s  were r e p o r t e d  i n  m o s t  m a j o r  i n d u s t r i e s  w i t h  t h e  

e x c e p t i o n  o f  c o n s t r u c t i o n .  M a n u f a c t u r i n g  e m p l o y m e n t  r o s e  b r i s k l y  

w i t h  a s t r o n g  g a i n  i n  t h e  c a p i t a l  g o o d s  i n d u s t r i e s .  T h e  h o u s e h o l d  

s u r v e y  f i g u r e s  a l s o  s h o w e d  s t r e n g t h ,  a n d  t h e  u n e m p L o y m e n t  r a t e  f e l l  

3 t e n t h s  t o  7 p e r c e n t - - t h e  l o w e s t  r a t e  i n  m o r e  t h a h  a y e a r .  
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In f a c t ,  t h e  v i g o r  s u g g e s t e d  by t h e s e  f i g u r e s  seems o u t  of  

l i n e  w i t h  o v e r a l l  demands ,  a s  r e f l e c t e d  i n  o t h e r  d a t a  a n d  r e p o r t s  i n  

t h e  Redbook.  I n d u s t r i a l  o u t p u t  i n  J u l y  is e s t i m a t e d  t o  h a v e  r i s e n  by 

t h r e e  t e n t h s  p e r c e n t ,  f o l l o w i n g  a s l i g h t  d e c l i n e  i n  J u n e ,  b u t  mos t  o f  

t h e  J u l y  r i s e  r e f l e c t e d  a c o n t i n u a t i o n  of  t h e  p o s t - s t r i k e  r e b o u n d  i n  

c o a l  o u t p u t .  P r o d u c t i o n  of  a u t o s  a n d  t r u c k s  was c u t  b a c k  and  o u t p u t  

o f  c o n s t r u c t i o n  s u p p l i e s  d r o p p e d ,  w h i l e  b u s i n e s s  e q u i p m e n t  c o n t i n u e d  

t o  grow.  E s s e n t i a l l y ,  i n d u s t r i a l  p r o d u c t i o n  h a s  b e e n  on a p l a t e a u  f o r  

t h e  p a s t  f ew m o n t h s .  

A l t h o u g h  a u t o  p r o d u c t i o n  h a s  b e e n  a t  d e p r e s s e d  l e v e l s  f o r  

some t i m e ,  a s s e m b l i e s  i n  J u l y  a t  a 7% m i l l i o n  u n i t  a n n u a l  r a t e  w e r e  

s t i l l  1%m i l l i o n ,  a n n u a l  r a t e ,  a b o v e  s a l e s ;  t h e  s t o c k  of  c a r s  i n  

d e a l e r s  h a n d s  a t  month-end  t o t a l e d  87-day  s u p p l y  ( a n d  a b o u t  6 0  d a y s  

i s  c o n s i d e r e d  d e s i r a b l e ) .  A s  a r e s u l t ,  a u t o  m a n u f a c t u r e r s  h a v e  r e d u c e d  

t h e i r  s c h e d u l e d  a s s e m b l y  r a t e s  f u r t h e r  for t h e  n e x t  s e v e r a l  mon ths - 

c u t t i n g  m a i n l y  p r o d u c t i o n  of  1 9 8 2  m o d e l s .  I n  a d d i t i o n ,  t h e y  a l l  

i n t r o d u c e d  new s a l e s  i n c e n t i v e  p r o g r a m s  o f  o n e  s o r t  o r  a n o t h e r  in 

e a r l y  A u g u s t .  T h i s  had  t h e  e f f e c t  o f  b o o s t i n g  s a l e s  i n  t h e  f i r s t  10 

d a y s  t o  a 7% m i l l i o n  a n n u a l  r a t e  a f t e r  4 m o n t h s  of a n  u n d e r  6 m i l l i o n  

s a l e s  p a c e .  But  i t ' s  l i k e l y  t o  i n v o l v e  m e r e l y  a b o r r o w i n g  o f  s a l e s  

f r o m  t h e  f u t u r e ,  and  s u g g e s t s  w e a k e r  demand f o r  1 9 8 2  m o d e l s  l a t e r  

t h i s  f a l l .  G i v e n  t h e  p r o b a b l e  s l u g g i s h n e s s  of r e a l  income g r o w t h ,  

s u b s t a n t i a l  a u t o  p r i c e  i n c r e a s e s  a n d  h e a v y  f i n a n c i n g  c o s t s ,  we a n t i c i 

p a t e  o n l y  a m o d e s t  improvemen t  i n  c a r  s a l e s  o v e r  t h e  p r o j e c t i o n  p e r i o d .  

A s i d e  f r o m  t h e  g y r a t i o n s  of  a u t o  demand,  r e t a i l  s a l e s  h a v e  

b e e n  q u i t e  s l u g g i s h ,  r e m a i n i n g  n e a r l y  u n c h a n g e d  s i n c e  March i n  c u r r e n t  
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d o l l a r  t e r m s ,  a n d  o f  c o u r s e  w e a k e r  i n  r e a l  terms.  We p r o j e c t  a 

s o m = w h a t  i m p r o v e d  r a t e  o f  g r o w t h  o f  c o n s u m e r  o u t l a y $  g e n e r a l l y  in 

r e s p o n s e  t o  t h e  t a x  c u t s ,  b u t  a s  w i t h  c a r s ,  demand  f o r  m o s t  l a r g e r  

c o n s u m e r  d u r a b l e s  i s  l i k e l y  t o  c o n t i n u e  t o  b e  c o n s t + a i n e d  b y  t a u t  

f i n a n c i a l  c o n d i t i o n s .  ~ 

A c t i v i t y  i n  t h e  h o u s i n g  m a r k e t  s l o w e d  f u r i h e r  r e c e n t l y  a s  
i 

f i n a n c i a l  m a r k e t s  t i g h t e n e d .  S t a r t s  d r o p p e d  in J u n d  t o  a o n e  m i l l i o n  

r a t e ,  a n d  s a l e s  o f  new h o u s e s  f e l l  p r e c i p i t o u s l y  t o ! a  l e v e l  j u s t  a b o v e  
I 

t h e  l o w  p o i n t s  o f  1 9 6 6  a n d  1 9 7 0 .  We e x p e c t  s t a r t s  4 0  r e m a i n  i n  t h e  o n e  

m i l l i o n  r a n g e  f o r  t h e  b a l a n c e  o f  t h i s  y e a r  a n d  t o  i $ p r o v e  t o  o n l y  a b o u t  

a 1% m i l l i o n  r a t e  i n  1 9 8 2  i n  s p i t e  o f  t h e  s u b s t a n t i a l  s t r e n g t h  o f  
~ 

u n d e r l y i n g  d e m o g r a p h i c  f o r c e s .  A l t h o u g h  m o r t g a g e  i d t e r e s t  r a t e s  a r e  

p r o j e c t e d  t o  d e c l i n e  a b i t ,  t h e y  s h o u l d  r e m a i n  v e r y ' h i g h  h i s t o r i c a l l y ,  

a n d  g i v e n  t h e  l i k e l y  c a u t i o n  o f  l e n d e r s ,  e v e n  t h e w e l a k  l e v e l  o f  h o u s 

i n g  a c t i v i t y  p r o j e c t e d  w i l l  r e q u i r e  a c o n s i d e r a b l e  d o l u m e  o f  c r e a t i v e  

f i n a n c i n g  . 
Rea l .  s p e n d i n g  f o r  b u s i n e s s  f i x e d  i n v e s t m e n t  h a s  a l s o  s l i p p e d  

i n  r e c e n t  m o n t h s  f o l l o w i n g  a s u r g e  e a r l y  i n  t h e  y e a r .  T h e  s l o w i n g  h a s  

b e e n  w i d e l y  e v i d e n t - - i n  c a p i t a l  g o o d s  s h i p m e n t s ,  i n '  b u s i n e s s  p u r c h a s e s  

o f  m o t o r  v e h i c l e s  a n d  i n  c o n s t r u c t i o n .  I n d i c a t o r s  	b f  f u t u r e  i n v e s t m e n t  
! 

o u t l a y s  s u g g e s t  f u r t h e r  s l u g g i s h n e s s  o v e r  t h e  n e a r  perm.  N e w  o r d e r s  

f o r  n o n d e f e n s e  c a p i t a l  g o o d s  f e l l  2 . 9  p e r c e n t  i n  r e b l  te rms  i n  J u n e  

f o r  t h e  t h i r d  c o n s e c u t i v e  m o n t h  o f  d e c l i n e .  R e a l  b h s i n e s s  o u t l a y s  

a r e  e x p e c t e d  t o  t r e n d  down t h r o u g h o u t  t h e  p r o j e c t i o h  p e r i o d ,  r e f l e c t i n g  

t h e  s u b s t a n t i a l  m a r g i n  o f  u n u s e d  c a p a c i t y  a n d  t h e  h ! i g h  c o s t  o f  c a p i t a l .  
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The new a c c e l e r a t e d  d e p r e c i a t i o n  s c h e d u l e s  a r e  e x p e c t e d  t o  h a v e  o n l y  a 

s l i g h t  i m p a c t  on c a p i t a l  s p e n d i n g  t h r o u g h  1 9 8 2 .  

I n  terms of  o v e r a l l  a c t i v i t y ,  t h i s  a d d s  u p  t o  t h e  p r o s p e c t  

o f  l i t t l e  o r  n o  g a i n  i n  r e a l  GNP o v e r  t h e  n e x t  f o u r  q u a r t e r s .  However ,  

w e  e x p e c t  a m o d e s t  p i c k u p  i n  g r o w t h ,  t o  t h e  2 t o  3 p e r c e n t  a n n u a l  r a t e  

r a n g e ,  i n  t h e  l a t t e r  h a l f  o f  n e x t  y e a r .  A t  t h a t  t i m e ,  f i s c a l  p o l i c y  

becomes  q u i t e  s t i m u l a t i v e  w i t h  t h e  s e c o n d  s t a g e  of  t h e  t a x  c u t ,  while 

r e d u c e d  i n f l a t i o n  w i l l  h a v e  p r o v i d e d  a b a s i s  f o r  i n c r e a s e d  e c o n o m i c  

. g r o w t h  w i t h i n  t h e  assumed m o n e t a r y  p o l i c y  c o n s t r a i n t s .  

The i n f l a t i o n  p i c t u r e  h a s  l o o k e d  more f a v o r a b l e  r e c e n t l y .  

A l t h o u g h  much of  t h e  p r i c e  improvemen t  h a s  o c c u r r e d  i n  f o o d  a n d  e n e r g y ,  

e x c l u d i n g  t h e s e  s e c t o r s  and  homeownersh ip  c o s t s ,  t h e  C P I  i n c r e a s e d  a t  

a n  831 p e r c e n t  r a t e  i n  t h e  f i r s t  h a l f  of  1 9 8 1  compared  w i t h  a 1 0  p e r c e n t  

r i s e  i n  1980 .  More i m p o r t a n t ,  t h e r e  a p p e a r s  t o  h a v e  b e e n  some s l o w i n g  

o f  wage i n c r e a s e s  t h i s  y e a r ,  p a r t i c u l a r l y  i n  t h e  more h e a v i l y  u n i o n i z e d  

m a n u f a c t u r i n g  s e c t o r .  I t  i s  t r u e  t h a t  we may w e l l  h a v e  s e e n  a l l  o f  t h e  

p r i c e  improvemen t  w e  a r e  g o i n g  t o  g e t  i n  1 9 8 1 .  We e x p e c t  some p i c k u p  

i n  e n e r g y  p r i c e s  l a t e r  t h i s  y e a r ,  a n d  f o o d  p r i c e s  a r e  a l r e a d y  s h o w i n g  

s i g n s  of  r e a c c e l e r a t i n g ,  a s  shown by t h e  J u l y  P P I  f i g u r e s .  But  we 

e x p e c t  c o s t s  and  p r i c e  i n c r e a s e s  o v e r a l l  t o  c o n t i n u e  t o  d e c e l e r a t e  i n  

1982  i n  a n  e n v i r o n m e n t  of i n c r e a s e d  s l a c k  i n  l a b o r  and  p r o d u c t  m a r k e t s .  

T h e r e  s h o u l d  a l s o  b e  s i g n i f i c a n t  b e n e f i t s  f r o m  t h e  s u b s t a n t i a l  a p p r e 

c i a t i o n  of t h e  d o l l a r .  A s  a r e s u l t ,  we a r e  now f o r e c a s t i n g  t h e  g r o s s  

b u s i n e s s  p r o d u c t  f i x e d  w e i g h t e d  p r i c e  i n d e x  t o  s l o w  f r o m  a n  8 p e r c e n t  

/ 	 r a t e  i n  t h e  s e c o n d  h a l f  o f  t h i s  y e a r  t o  a b o u t  a 7 %  p e r c e n t  p a c e  i n  t h e  

l a t t e r  h a l f  o f  1 9 8 2 .  
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q a t a  f o r  t h e  a g g r e g a t e s  i n  e a r l y  August sugges t  t 'he p r o b a b i l i t y  of 

a r e su rgence  i n  growth of  bo th  M1-B and K? t h i s  month. Sode rebound i n  M l - B  

growth would seem t o  be welcome i n  v i e d  of  t h e  s i z a b l e  d i s t b n c e  o f  t h a t  
! 

a g g r e g a t e  below t h e  Committee's annua l  t a r g e t  range. But a '  r e su rgence  o f  M2 

cou ld  w e l l  b r i n g  i t  above t h e  POMC's l o n g e r  run  r ange ,  and khereby make more 
I 

u r g e n t  t h e  q u e s t i o n  of  whether M2 should r e c e i v e  added weigbt  i n  s e t t i n g  re-

serve p a t h s  t o  gu ide  t h e  day-to-day conduct of p o l i c y .  
~ 

Whether p r i o r i t y  should be  placed more on M1-B oriM2 i n  a s i t u a t i o n  

i n  which one or bo th  a r e  o u t s i d e  t h e i r  r ange  fundamental ly  qepends,  o f  course,  

on which b e a r s  t h e  c l o s e s t  r e l q t i o n s h i p  t o  t h e  Committee's i l t i m a t e  economic 
i 

o b j e c t i v e s  over t h e  long-run,  a$d on which may be  s u b j e c t  t 9  s p e c i a l  f a c t o r s  

o v e r  t h e  near- term t h a t  need t q  be d i scoun ted .  Over t h e  y e a r s ,  I do no t  
~ 

b e l i e v e  t h e  economics p r o f e s s i o n  h a s  been a b l e  t o  demonstraqe c o n c l u s i v e l y - 

among t h e  o t h e r  t h i n g s  i t  h a s  not been a b l e  t o  s o  demonstrade--which is t h e  
I 

b e s t  monetary a g g r e g a t e  t o  c o n t r o l .  In t h i s  pe r iod  of  r a p i d l y  changing
i 

f i n a n c i a l  technology,  t h e  problem becomes even more d i f f i c u j t .  

M1-B h a s  obvious d i s a d v a n t a g e s  a t  p r e s e n t .  To diricover whether i t  

i s  on t a r g e t  or n o t  depends on e s t i m a t e s  o f  funds s h i f t e d  i q t o  NOW accoun t s  

from n o n t r a n s a c t i o n s  a c c o u n t s ,  a d i f f i c u l t  e s t i m a t i n g  procedure a t  b e s t .  

Moreover, w i t h  cont inued h i g h  i n t e r e s t  r a t e s  s e r v i n g  a s  a s c rong  i n c e n t i v e ,  

t h e  p u b l i c  may w e l l  be  economizing on t r a n s a c t i o n s  accoun t s  g e n e r a l l y .  I f  

t h e  money demand e q u a t i o n  i n  t h e  q u a r t e r l y  econometr ic  mode4 i s  t o  be  g iven  any  

c r e d i b i l i t y ,  t h e r e  was a downward s h i f t  i n  money demand i n  t h e  f i r s t  h a l f  
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o f  1981 a t  more t h a n  ..I 5 percent  a t  an l annua l  r a t e  ( a p a r t  from s h i f t s  i n t o  


NOW accoun t s  from n o n t r a n s a c t i o n s  a c c o p t s ) .  If t h a t  were added t o  t h e  


s h i f t  a d j u s t e d  growth o f  M1-B over  t h e i f i r s t  h a l f ,  growth i n  Ml-B, judged 


i n  terms 04 i t s  economic impact,  could ;be t a k e n  t o  be  around 7-112 percen t .  


T h i s  may wel l  be  a n  exagge ra t ion ,  thoudh, s i n c e  o t h e r  e q u a t i o n s  would no t  


show so s u b s t a n t i a l  a downward s h i f t ;  d o r e o v e r ,  t h e  Committee can  b e  s a i d  


t o  have al lowed f o r  a downward s h i f t  (though not so l a r g e  a one) i n  s e t t i n g  


t h e  annua l  target  f o r  M1-B. B 6 t  it does s u g g e s t  t h a t  weakness i n  M1-B 


re la t ive to  t a r g e t  should h a v e , b e e n  d i scoun ted  t o  a n  e x t e n t  i n  p o l i c y  o p e r a t i o n s  


( a s  indeed it  was). 

Because M1-B h a s  d i sddvan tages  a t  p r e s e n t ,  i t  does not a u t o m a t i c a l l y  

f o l l o w  t h a t  M2 h a s  become more/advantageous,  o r  even r e l a t i v e l y  more S O .  I n  

g e n e r a l ,  t h a t  a g g r e g a t e  h a s  a l 4 a y s  been s u b j e c t  t o  d i s t o r t i o n s  from s h i f t s  i n  

t h e  p u b l i c ' s  s a v i n g s  a s  i n t e r e S t - r a t e  r e l a t i o n s h i p s  change or even a s  t h e  

d i s t r i b u t i o n  o f  income between,consumption and sav ings  changes. And it h a s  

n o t  been c l e a r  why long-term time c e r t i f i c a t e s  t h a t  cannot be cashed wi thou t  

l a r g e  p e n a l t i e s  should be  t r e a t e d  a s  money r a t h e r  t h a n  a s  inves tmen t s .  I n  

a d d i t i o n ,  t h e  f u r t h e r  e r o s i o n  of  i n t e r e s t - r a t e  c e i l i n g s  wi th  t h e  D I D C  a c t i o n  

l i f t i n g  t h e  cap on t h e  small s a v e r  c e r t i f i c a t e  e f f e c t i v e  August 1, t h e  

adven t  of t h e  a l l  s a v e r s  c e r t i f i c a t e  on October 1, and t h e  a p p a r e n t l y  i n -

c r e a s i n g  use  of consumer RPs by d e p o s i t o r y  i n s t i t u t i o n s  (which a r e  p r e s e n t l y  

n o t  i n  ML b u t  i n  M3) a l l  sugges t  t h a t  f i n a n c i a l  i n n o v a t i o n s  and r e g u l a t o r y  

change can be  having d i s t o r t i n g  e f f e c t s  on b r o a d e r  a g g r e g a t a s .  

S t i l l ,  g i v e n  t h e  u n c e r t a i n t i e s  abou t  a l l  t h e  s g g r c g s t e s ,  i t  i s  

p robab ly  d e s i r a b l e  n o t  t o  i g n o r e  MZ, though it  would be  d i f f i c u l t ,  i n  my view, 

t o  make a c a s e  f o r  a t t e n d i n g  o n l y ,  or mainly,  t o  t h a t  a g g r e g a t e .  It stil.1 



seems t o  me t h a t  t h e  a g g r e g a t e  t o  c o n t d p l  i s  t h e  one f o r  d i c h  it i s  least 

e a s y  t o  develop s u b s t i t u t e s  t h a t  v i t i a i k  t h e  e f f e c t i v e n e s s  of  c o n t r o l  and 

t h a t  b e a r s  a c l o s e  r e l a t i o n s h i p  over  t i b e  t o  u l t i m a t e  econqmic t a r g e t s .  A 

t r a n s a c t i o d s  a g g r e g a t e  would seem more ko have t h o s e  c h a r a d t e r i s t i c s  t h a n  
l 

a b roade r  aggregate-- though t h e  advent  (of money y r k e t  fundis i s  on ly  the 

most obvious ev idence  tha t  v e r y  d i r e c t  s u b s t i t u t e s  for narrpw money a r e  be 
! 

coming i n c r e a s i n g l y  a v a i l a b l e  q s  the monopoly o f  t h e  depos iko ry  system ( i n 

c l u d i n g  t h e  F e d e r a l  Reserve) is supp ly ing  what i s  i n  e f f e c t '  narrow money i s  

i n  t h e  p rocess  o f  b r e a k i n g  down. 

I f  t h e  Committee wera t o  a c h i e v e  t h e  lower end o f !  i t s  long-run 
~ 

t a r g e t  r ange  f o r  M l  by t h e  fouFth q u a r t e r ,  it would require^ j u s t  abou t  a n  
i

8 p e r c e n t  annua l  r a t e  of  growl$ over t h e  l a s t  f i v e  months o f  t h e  y e a r .  The 3 

s t a f f  b e l i e v e s  t h a t ,  g iven  o u r  ~GNPp r o j e c t i o n s ,  demand f o r  honey w i l l  be 

s t r o n g  enough t o  r e q u i r e  c o n t i j u i n g  r e s t r a i n t  on c r e d i t  market c o n d i t i o n s  

i f  Ml growth i s  t o  be  kep t  t o  8' p e r c e n t .  Our view a s s u m e s , ' e s s e n t i a l l y ,  no 

f u r t h e r  downvard s h i f t  i n  money demand from t h i s  p o i n t .  But i t  i s  a l s o  v e r y  

l i k e l y  t h a t  such M1 growth--should i t  deve lop - -wi l l  i n v o l v e '  r e l a t i v e l y  r a p i d  
I 

growth i n  M2. The n o n t r a n s a c t i o n s  component of M 2  has expafded a t  abou t  a 

10-1/2 p e r c e n t  annua l  r a t e  s i n c e  t h e  beg inn ing  o f  t h e  y e a r , ~ a n da t  about  a 

9-1/2 p e r c e n t  annua l  r a t e  i n  t h e  month of  J u l y ,  fo l lowing  r q l a t i v e l y  slow 

growth i n  May and June. Should growth i n  t h a t  component o v e r  t h e  b a l a n c e  

o f  t h e  y e a r  be around 11 p e r c e n t ,  roughly what we've assumed i n  a l t e r n a t i v e  A,' 

and M1-B grow a t  8 p e r c e n t ,  M2 would expand a t  a lmost  a 1 0 - f / 2  p e r c e n t  annua l  

r a t e  from J u l y  t o  December, and reach a 9-1/2 p e r c e n t  r a t e  $or t h e  yea r .  



I f  t h e  Committee d i d  no t  wish; t o  see M2 move above i t s  range,  i t  

would have t o  r e s t r a i n  M1-B growth t o  a l q u i t e  low annua l  r a t e  ove r  t h e  

b a l a n c e  of the year--perhaps i n  the 3 t b  b p e r c e n t  a r ea -depend ing  on t h e  

behav io r  of I t h e  n o n t r a n s a c t i o n s  componebt of M2 a s  narrow money i s  r e s t r a i n e d .  

Unless t h e r e  were a f u r t h e r  downward s h i f t  i n  narrow money demand (and I 

wouldn ' t  d i s c o u n t  the p o s s i b i l i t y  e n t i r e l y ) ,  sued a p o l i c y  cour se  would e x e r t  

f u r t h e r  upward p r e s s u r e  on i n t e r e s t  r a t e s  i n  t h e  s h o r t - r u n  and downward p r e s s u r e  

on GNP. 

O f  t h e  two a l t e r n a t i v e  s p e c i f i c a t i o n s  b e f o r e  t h e  Committee, 

a l t e r n a t i v e  B moves i n  t h e  d i r e c t i o n  o f  r e s t r a i n i n g  M1-B i n  a n  e f f o r t  t o  

curb M2, whi le  a l t e r n a t i v e  A seems more c o n s i s t e n t  w i t h  p e r m i t t i n g  M2 t o  

move somewhat above i t s  long-run t a r g e t  should t h a t  develop.  Of t h e  two 

d i r e c t i v e  languages,  t h e  langua,ge of  a l t e r n a t i v e  I1 would f a c i l i t a t e  a 

p o l i c y  o f  a d o p t i n g  more r e s t r a j n t  on M1-B growth over  t h e  near- term i n  a n  

e f f o r t  t o  curb MZ growth; i t  wauld permit  more r a p i d  growth i n  M1-B t o  t h e  

e x t e n t  t h a t  M2 was w i t h i n  t a r g e t .  The language o f  a l t e r n a t i v e  I r e t a i n s  t h e  

approach t aken  by t h e  Committee a t  t h e  l a s t  meet ing.  It would b e  consistent 

w i t h  r e t a i n i n g  t h e  p r e s e n t  t h i r d - q u a r t e r  M1-B t a r g e t  path adopted a t  t h e  

l a s t  meeting--or even lowering it f o r  t h a t  ma t t e r - -bu t  it wquld have t o  be  

recognized t h a t  s t r e n g t h  of M2 might q u i c k l y  t r i g g e r  t h e  p rov i so  c l a u s e  and 

r e q u i r e  aiming a t  a lower Ml-B growth, u n l e s s  t h e  p rov i so  c l a u s e  were a d j u s t e d  

by the Committee on p o l i c y  grounds.  




